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1. Introduction 
 
As we learn more about the dynamics of political and economic adjustment in transitional 
countries, the rule of law is receiving increasing attention by scholars and policy makers. 
Democratization scholars have emphasized the overriding importance of legal reform for 
building liberal democracy (Linz and Stepan 1996; Diamond 1999; Carothers 1998; O￿Donnell 
2000). The rule of law is crucial because it reduces the arbitrary use of power and allows 
political, economic, and social actors to form reliable expectations about the behavior of the 
political elites. 
Post-communist states have inherited similar policies and institutional arrangements from 
the previous regime. However, some sixteen years after the end of communist rule, we observe 
significant variation in the quality of democracy and economic performance across the region. 
Some states such as Estonia, Hungary, and Slovenia have built political systems in which the 
separation of powers is observed, legal accountability mechanisms have been put in place, and to 
a large extent both the decision-making elites and the citizens abide by the law. The strong legal 
foundations have contributed to the development of a liberal democracy and a functioning 
market economy. In other states such as Belarus, Turkmenistan, and Uzbekistan, authoritarian 
leaders have monopolized power and legal accountability is frequently breached. The 
authoritarian leaders and their entourage can easily circumvent the legal system and are 
practically beyond the reach of the law. The presence of a weak legal system is typical of the 
illiberal or pseudo-democratic regimes in the post-communist region. 
Larry Diamond￿s (1999) work on conceptualizing democracy elucidates the contrast 
between liberal and illiberal democracy. According to Diamond, the minimal form of 
democracy, which he calls ￿electoral democracy,￿ is a civilian constitutional system in which the 
legislative and executive offices are filled through regular, competitive, multiparty elections with 
universal suffrage (Diamond 1999: 10). ￿Liberal democracy￿ fulfils the criteria of ￿electoral 
democracy,￿ but it supplements them with additional features. First, ￿liberal democracy￿ 
precludes the creation of reserved domains of power for the military or other actors that are not 
accountable to the electorate. Second, it prescribes horizontal accountability of the officeholders 
to one another. Third, it guarantees extensive freedom of individuals to organize and express 
their interests and values. Fourth, the rule of law is an integral component of ￿liberal 
democracy.￿ Legal rules are applied fairly, consistently, and predictably across equivalent cases, 
irrespective of the class, status, or power of those who are subject to the rules (Diamond 1999: 
11). 
Scholars have noted the growing number of, at least nominally, democratic regimes in the 
world since the late 1970s, as part of the so-called ￿third wave￿ of democratization (Huntington 
1991; Linz and Stepan 1996; Diamond 1999). However, many of the world￿s newly 
democratized regimes actually fall in the category of ￿hybrid regimes￿ that combine features of 
both democratic and authoritarian regimes. The concept of  ￿illiberal democracy,￿ or what 
Diamond calls ￿pseudodemocracy,￿ has been developed to describe hybrid regimes that hold 
multiparty elections and may have some of the other constitutional features of liberal 
democracies, but fall short of meeting key criteria of being a liberal democracy. One feature of 
liberal democratic regimes that is often violated in illiberal regimes is access to an arena of 
contestation sufficiently fair that the ruling party can be voted out of power (Diamond 1999:15). 
Additional shortcomings of illiberal democracies are violations of the citizens￿ freedom of 
speech and association, silencing of critical media, and frequent use of coercion. At the same   3
time, illiberal democracies are significantly different from authoritarian regimes. Notably, 
illiberal democracies tolerate the existence of multiple parties that provide at least somewhat of 
an opposition to the ruling party. Also, illiberal democracies grant some organizational autonomy 
to individuals, even though that autonomy may be frequently breached (Diamond 1999: 16; 
Diamond 2002: 29). From a normative standpoint, the most problematic characteristic of hybrid 
regimes, including illiberal democracies, is that the pro-forma democratic features serve as the 
principal means of obtaining unchecked political authority and legitimizing the misuse of 
political power. 
My dissertation contributes to two lively debates in comparative politics today: What 
factors have led to the divergent liberal and illiberal trajectories of reform in transitional 
countries, and how have international actors influenced legal reform in the region ￿ for better or 
for worse? We still need to deepen our knowledge of the processes that promote the adoption and 
implementation of good quality laws across different issue areas. I ask: How do governments 
decide whether to reform the country￿s legal framework and which course of legal change to 
pursue? Which mobilized actors, both domestic and international, influence legal change? To 
investigate these questions, I focus on legal reform of the banking sector in the post-communist 
region. 
This chapter is organized in the following way: to begin with, I outline three important 
lines of interpretation of the rule of law and clarify where my research fits in the broader context 
of the rule of law literature. In the next section, I explain why the transformation of the banking 
sector legal framework is a worthwhile subject of inquiry and how it relates to broader questions 
raised during the transition process. After that, I present briefly the theoretical argument that I 
develop in my dissertation. Next, I clarify the dependent variable in my analysis: the quality of 
legal reform. The following section elaborates on the independent variables, which I have 
organized into two categories: the domestic determinants and the international determinants of 
legal reform. The section presenting the independent variables in my analysis also provides 
greater detail of the theoretical underpinnings of my project and how my research contributes to 
the different literatures that I use. Subsequently, I introduce two alternative hypotheses 
concerning the role of economic development and culture. At the end of this chapter, I describe 
the research methods employed in my dissertation and summarize the research hypotheses 
derived from my argument about the role of strategic political action in the course of legal 
reform. 
 
2. The rule of law   
 
In the introductory part of this chapter I noted that the rule of law is an essential 
component of liberal democratic regimes. Commitment to adhere to the rule of law by the 
country￿s elites and citizens alike distinguishes liberal democratic from the so-called pseudo-
democratic regimes. In the next paragraphs, I outline three important strands of interpreting the 
rule of law in the literature. 
Brian Tamanaha points out that one line of interpretation of the rule of law refers to 
having a government that is limited by the law (2004: 114). This interpretation emphasizes the 
constitutional separation of powers and the implementation of checks and balances in order to 
prevent abuse of power by a tyrannical ruler or government. Typically, authors in this line of 
inquiry investigate the domestic processes that help to build and sustain the rule of law. For 
example, in the dawn of the modern British and US governments, domestic groups mobilized   4
and pushed for the adoption of political mechanisms that would protect them from the reach of 
despotic rulers (North and Weingast 1989). 
A second line of interpretation of the rule of law is concerned with the formal aspect of 
legality. According to Tamanaha, formal legality is defined as the presence of laws that are 
characterized by ￿generality, equality of application, and certainty￿ (2004: 119). Consistent with 
this line of thought, Hayek has observed that good laws make it possible ￿to foresee with fair 
certainty how the authority will use its coercive powers in given circumstances and to plan one￿s 
individual affairs on the basis of this knowledge￿ (1944). Upholding formal legality is an 
important prerequisite for the development of a market economy, because it introduces 
transparency and predictability in the arena in which transactions take place. Research in 
economics has concluded that entrepreneurs are especially reluctant to commit resources in an 
uncertain legal environment (Dixit and Pindyck 1994; Brunetti et al. 1998). 
Yet formal legality by itself has some significant pitfalls. It is compatible with democratic 
regimes, but also with authoritarian regimes that are extremely legalistic. Formal legality can 
satisfy the classical liberal demand for protecting the individual against a potentially tyrannical 
government. But formal legality can also serve as a tool to enforce political domination through 
extensive legal prescriptions. Guillermo O￿Donnell concurs that an important facet of the rule of 
law is to ensure that all officials, including the highest ranking elites, ￿are subject to appropriate 
legally established controls￿ (O￿Donnell 2004: 5). In addition, O￿Donnell (2004) emphasizes that 
the existence of a civic culture in the population that supports the basic principles of the rule of 
law is essential in order to hold the administrative officials and the elites accountable in practice. 
He advocates that the rule of law should protect the civil and social rights of the citizens and 
should be more relevant to issues of distributive justice (O￿Donnell 2004). In the post-communist 
context, it has been particularly important to adopt laws regarding the protection and social 
integration of ethnic minorities (Pogany 1995; Kelly 2004). 
The third line of interpretation of the rule of law builds upon formal legality. If the 
principles of formal legality can be used to create a predictable environment for the citizens and 
other social, political, and economic actors, we need to ask: Who will be responsible for the 
practical application of formal legality? This question brings us to the role of the judiciary, which 
is comprised of legal experts who act as guardians of the law (Tamanaha 2004: 123). The rule of 
law is maintained by setting up an independent and fair judiciary that oversees and ensures the 
proper application of the country￿s laws (Schedler, Diamond, and Plattner 1999). In a democratic 
system, the judiciary is supposed to safeguard and implement the principles of checks and 
balances and formal legality mentioned above. Although in the literature it has been shown that a 
judiciary with strong political ties can also act against its supposed ￿masters￿ (Helmke 2002), the 
general recommendation of academics and practitioners is to set up an independent judiciary that 
has the capacity to rule even against the highest-ranking political elites if they transgress the 
boundaries of their power (O￿Donnell 2000). 
The corner-stone questions concerning constitutional design and the institutional set-up 
of checks and balances have already been investigated in the context of the post-communist 
transitions (Lijphart and Waisman 1994; Colomer 1995; Elster, Offe, Preuss 1998; Schwartz 
2000; G￿nen￿ 2002). My dissertation research contributes to the second and third lines of 
interpretation of the rule of law. I am primarily interested in how political factors shape the 
nature and quality of the adopted laws. I also investigate how the composition and the level of 
expertise of the judiciary affect law implementation. Overall, my dissertation project will help to 
glean important insights about how ￿the rules of the game￿ are established in a fluid social and   5
economic environment, and what kids of groups can influence the content and the application of 
the laws.    
   
3. Research question 
 
Following the collapse of the Soviet bloc in the early 1990s, policy-makers in post-
communist countries could no longer rely on the economic practices used in the socialist planned 
economies and had to adapt to the rules of the game in a market economy framework. In order to 
be successful in the new economic environment, the production, investment, and management 
strategies of the government and the emerging private actors had to be very different from those 
used during the past five decades. One fundamental challenge was to reduce the involvement of 
the state in economic affairs and, consequently, amend and update the legal framework of post-
communist countries in order to bring the regulations in line with the new economic 
environment. In the early 1990s, the newly elected parliaments across the region were engaged in 
a process of ￿legal updating￿ in policy areas as diverse as human rights, culture, and enterprise 
management. 
Scholars of political economy and law have analyzed the new laws that defined property 
rights, settled issues of property restitution, and guided the privatization process in the post-
communist region (Przeworski 1991; Rapaczynski 1996). Authors investigating the ongoing 
democratization and market reforms in the post-communist area have established that informal 
political processes are still very important in the region (Hellman 1998; Seleny 1999). In many 
countries, key institutions such as the judiciary, which are supposed to be impartial and 
competent in applying and overseeing the laws are in fact slow, inefficient, and easily swayed by 
political pressure (Carothers 1998; Magalhaes 1999; Hilmer 2002). Therefore, it is important to 
understand what political factors affect regulatory outcomes and investigate the dynamics of this 
relationship. 
The banking sector is one pivotal piece of the puzzle of economic restructuring after the 
fall of communism, because it provides vital financial resources for the existing as well as the 
new economic actors. Across the region, the emerging small private businesses in sectors such as 
retail, food processing, and textiles, as well as the restructuring state-owned conglomerates in 
sectors such as the chemical industry, metallurgical industry, and electronics need access to 
financial resources in order to buy new equipment, renovate the infrastructure where the 
production processes take place, and invest in research and development. This is one important 
reason why a strong financial sector that can provide efficient and reliable banking services is a 
must in a market economy. 
Several research projects have continuously followed the development of the financial 
sector in the post-communist region. Economists at the European Bank for Reconstruction and 
Development (EBRD), established in 1991 to boost economic development in the post-
communist region, have analyzed in-depth different facets of banking reform such as bank 
privatization, bank supervision, and the relationship between banking sector restructuring and 
economic outcomes in the EBRD￿s publications ￿Transition Report,￿ ￿Law in Transition,￿ and 
the journal ￿Economics of Transition.￿ Researchers at institutions such as the Austrian National 
Bank and the William Davidson Institute at the University of Michigan have investigated 
systematically the transforming banking sector in the region. In this broad frame of reference, my 
dissertation is one of the first projects to focus explicitly on the influence of political processes 
on banking sector legal reform.   6
Introducing market logic in the operation of the banking sector can be beneficial, 
especially when a country transitions from a regime with a heavy state involvement in financial 
decision-making, as was the case in the post-communist region. A weak banking sector cannot 
support the growth and improvement of the industrial and service sectors, which hampers the 
development of a functioning market economy. The advantage of a reformed banking sector with 
clear rules of the game is that economic actors can engage in meaningful long-term planning and 
assume availability of credit products and prompt servicing of financial accounts (Levine 2002; 
Barth, Caprio, and Levine 2006). Foreign investors prefer an environment where they can set up 
reliable operations; domestic investors prefer to have access to affordable domestic credit in 
order to develop their business activities (Marinov and Marinova 2003; Djarova 2004). 
Therefore, political actors have certain incentives to seek good quality banking legal reforms in 
order to promote economic development and growth. 
However, the banking sector also provides fertile ground for political interference and 
corruption, because influential political figures can provide access to loans and preferential 
financing. Therefore, political actors face certain incentives to implement partial banking 
reforms, which would give them greater discretionary power in allocating financial resources. An 
unreformed legal framework of the banking sector may distort heavily the economic incentives 
in a country. When the state holds majority stakes in the most influential banks, the political 
agenda of the government can trump the market incentives of the banks. In the post-communist 
region, there have been numerous cases when public financial resources were misused for the 
private benefits of the influential elites (Hellman 1998; Ganev 2001; Barnes 2003; Hoff and 
Stiglitz 2004). 
There are possible legal remedies to prevent the misuse of the banks such as laws that 
promote transparency in the banks￿ operations; laws that allow the Central Bank to operate 
independently of short-term political pressures to bail out the government in times of excessive 
budget deficit; and institutional mechanisms to monitor the compliance of banks with the legal 
rules. The puzzle inspiring my research is: Under what circumstances do governments put these 
laws and institutional mechanisms in place?   
 
4. Case selection and overview of the argument 
 
Chapter one of my dissertation presents the theoretical framework that I use to analyze 
how politics shapes the course of banking sector legal reform in transitional countries. Chapters 
two and three are focal cases studies. I use comparative historical analysis to formulate an 
explanation of strategic political action during banking legal reform. Chapter two focuses on 
Hungary as an example of a front-runner of economic reform in the region. Chapter three focuses 
on Bulgaria as an example of a slow reformer in the region, which eventually changed course 
and improved the quality of its banking sector legal framework. Chapter four presents a pooled 
cross-sectional time series statistical test of my explanation, using data from the post-communist 
region. Chapter five summarizes the main findings of my dissertation. 
How did I select the two central cases in my dissertation? The Hungarian case is 
analogous to other front-runners of economic reform such as Estonia and Slovenia with respect 
to the emergence of a pro-market consensus early in the transition. Even if the particular choices 
of timing and methods of reforms such as bank privatization differed somewhat across these 
cases, an in-depth investigation of the Hungarian path of banking sector legal reform will reveal 
political decisions and laws which were significant for all front-runners. The Bulgarian case is   7
typical of a broader range of post-communist cases such as Romania and Albania that have 
experienced the pronounced resistance of key political actors to transparency in banking and the 
absence of a consistent vision for transforming the financial sector. A careful analysis of my two 
representative cases ￿ Hungary and Bulgaria ￿ yields findings about the political process of 
changing the banking sector legal framework which are generalizable to the post-communist 
region. 
Influences from the international arena are an important component of my project, but my 
central argument is that the domestic political system is the major determinant of the timing and 
nature of legal change. Therefore, at this stage of my analysis, I chose the cases of Hungary and 
Bulgaria because the two countries have been exposed to similar international influences since 
1989 (whereas post-Soviet cases such as Georgia or Azerbaijan have been exposed to a different 
configuration of international influences), yet Hungary and Bulgaria offer important variation in 
the domestic political structures examined in my dissertation, as well as the timing and nature of 
banking sector legal reform. 
The dependent variable in my analysis is the quality of legal change. The independent 
variables are the governing elites, the mobilized domestic stakeholders, and the international 
actors. What factors have shaped domestic legal change of the banking sector in post-communist 
countries? I argue that on the domestic politics side, the political parties in power, responding to 
pressures from organized domestic stakeholders, have been instrumental in advancing, or 
limiting, banking legal reform. On the international politics side, international actors have 
promoted their vision of banking legal reform through conditionality, selective domestic 
empowerment, and elite socialization. 
Within a few years of 1989, most post-communist states had adopted two basic features 
of democratic polities: a multi-party system and elections. Political parties are at the center of 
cabinet-formation and policy-making in the region, so they are instrumental in shaping the 
course of legal reform. Yet it is very important to understand whose preferences parties 
aggregate when they engage in policy-making. In light of recent evidence that political parties in 
Eastern Europe are estranged from the voters (Kopecky 1995; Kitschelt 2000; Lewis 2001), my 
dissertation contributes to the literature by investigating the nature and the policy consequences 
of the alliances formed between the political parties and the mobilized domestic stakeholders. An 
additional step in my analysis of the impact of domestic politics on banking sector legal reform 
involves evaluating the institutional capacity of the state to implement legal change, because 
good laws will bear no consequences if they are not used in practice. 
Given the fluidity of the political, social, and economic situation in the post-communist 
region in the early 1990s, international actors had a chance to intervene and advocate the reforms 
that they deemed necessary in order to establish democracy and market economy. In the post-
communist region, both the IMF and the EU resorted to the toolbox of conditionality policies. 
International actors also used selective empowerment of domestic organizations and institutions 
to reinforce the course of reforms set by conditionality. Lastly, elite socialization between the 
local elites and international proponents of banking legal reform helped to transfer knowledge 
about the banking laws operating in the Western market economies. 
 
5. Quality of legal reform 
 
This section sheds light on the dependent variable in my analysis: the quality of banking 
sector legal reform. It is indeed hard to define the components of good legal reform in absolute   8
terms. One analytical strategy is to consider the starting point of Eastern European transitions 
and the goals of transition. Then we can identify benchmark legal reforms necessary to achieve 
those goals. In Eastern Europe, the transitioning regimes started out with a communist political 
system and a planned economy, and the goals of transition were to establish a liberal democracy 
and a market economy. In the banking sphere, good legal reforms would provide clear market 
entry and exit conditions (Kroszner 1998; Fries 2005); ensure the ability of banks to function 
according to market principles, without state intervention in their decision-making (Berglof and 
Bolton 2001; Fries 2005); guarantee central bank independence (Cukierman 1992; Eijffinger and 
De Haan 1996; Maxfield 1998; Maliszewski 2000); and establish independent banking oversight 
(Nord 2000; Holthausen and Ronde 2003). These are key policy standards, according to which I 
will judge the quality of a country￿s legal framework at any given time point. My analysis also 
relies on a quantitative measure of banking legal reform developed by the EBRD. Although the 
overall EBRD score that I use rates progress in banking reform in general, a large component of 
it is based on the adoption and implementation of benchmark banking laws. 
Since transitioning in the early 1990s, many post-communist countries have found 
themselves in economic turmoil. Balance of payments and financial crises have been frequent. 
When post-communist governments approached the IMF for emergency financing and policy 
advice, or the World Bank for strategic loans to upgrade the public infrastructure, they had to 
take on the obligation to comply with the policy prescriptions of the so-called ￿Washington 
consensus,￿ which contained some provisions regarding banking sector laws. Therefore, with 
respect to the dependent variable in my analysis, we need to consider whether international 
actors have pushed for an ideologically-driven agenda, or a collection of ￿best practices￿ used in 
developed market economies. In the following paragraphs, I outline the main tenets of the 
￿Washington consensus￿; summarize several significant criticisms of this policy; and explain 
why, in my view, in the post-communist region the banking sector policy advice of the IMF can 
be described as a collection of ￿good practices,￿ rather than a purely ideologically-driven agenda 
in favor of neo-liberal economic reforms. 
The origins of the term ￿Washington Consensus￿ can be traced back to a conference 
assessing the progress of policy reform in Latin America held in Washington, DC in 1990. John 
Williamson first used the term to refer to the package of policies promoted by Washington-based 
institutions, in particular the US Treasury Department, in the context of debt reduction 
negotiations with Latin American countries (Williamson 2003). Developed in the context of 
Latin American countries in the late 1980s, the ￿Washington Consensus￿ policy package was 
subsequently extended to other transitional countries, including the post-communist states. 
Williamson (1994) singles out ten policy objectives of the ￿Washington consensus￿: fiscal 
discipline; reorientation of public expenditure; tax reform (broadening the tax base and cutting 
marginal rates); financial liberalization (ending interest rate controls); unified and competitive 
exchange rates; trade liberalization (reducing tariffs and eliminating non-trade barriers); 
liberalization of foreign investment; privatization; deregulation; and securing property rights. In 
sum, we can say that the ￿Washington Consensus￿ comes down to ￿a list that, in its time, 
reflected the lowest denominator of policies recommended for Latin America￿ (Ortiz 2003: 15). 
The ￿Washington consensus￿ policies have been endorsed by international organizations 
such as the IMF and the World Bank and have been a prominent feature of the IMF￿s 
conditionality. At the same time, the ￿Washington consensus￿ has generated much controversy 
with respect to the nature and scope of the promoted reforms after countries that have 
implemented the prescribed policies were hit by major economic crises such as the ￿tequila   9
crisis￿ in Mexico in 1994￿1995, the ￿samba crisis￿ in Brazil in 1998￿1999, and Argentina￿s 
financial crisis in 2001. 
Carlos Santiso (2004) has outlined three groups of criticisms of the ￿Washington 
consensus.￿ One set of criticisms considers ￿Washington Consensus￿ policies to be altogether 
inadequate. Another set of criticisms attributes the shortcomings of this policy package to faulty 
implementation and reluctant reformers. Yet another set of criticisms alleges that the original 
reform agenda was incomplete and excessively narrow in scope. The first group dismisses the 
value of ￿Washington consensus￿ policies altogether. As an example of the second group, 
Barbara Stallings and Wilson Peres argue that reforms undertaken in the first wave of 
￿Washington consensus￿ reform were in fact ￿incomplete and need complementary policies to 
make them function properly￿ (2000: 204). The authors point out that in many reforming 
countries, the institutions responsible for implementing economic reform are weak and 
fragmented. To illustrate the third group of criticisms, Pedro-Pablo Kuczynski and John 
Williamson (2003) have emphasized that reforms should not to be pursued in a technocratic way 
and in isolation from social actors, for instance by creating central budget offices or improving 
the legal framework for finance management and stopping there. Instead, the authors argue that 
because the reforms affect deeply the structure of interests and incentives in society, in order to 
be successful, they should be grounded in the policy process and the institutional context in 
which individuals operate (Kuczynski and Williamson 2003). 
With respect to banking sector reform in the post-communist region, the IMF has been 
adamant about opening the sector to foreign banks and introducing more competition, 
streamlining bankruptcy procedures, strengthening the Central Bank and bank supervision (Nord 
2000; Stone 2002; Pop 2006). Compared to other policy dimensions of the ￿Washington 
consensus￿ such as across-the-board deregulation and reduction of public spending, banking 
reform comes across as less ideologically-driven and more of a collection of ￿good practices￿ 
used in the advanced industrialized economies. Furthermore, for the post-communist countries 
that in the mid-1990s initiated negotiations to join the European Union, the obligatory pre-
accession harmonization with EU law and governance practices has provided the comprehensive 
approach to legal and institutional reform that proponents of the second-generation ￿Washington 
consensus￿ policies are now advocating. 
 
6. Explanatory variables, theoretical underpinnings, and contribution to the field 
 
Domestic and international factors interact to shape the quality of legal reform of the 
banking sector in transitional countries. Drawing on the insights of the comparative politics 
literature, I investigate the policy impact of government coloration and domestic policy 
networks. In my research, I find that influences from the international arena that are similar in 
nature, scope, and magnitude produce different policy outcomes when they are refracted through 
the prism of domestic political arrangements. 
In the first part of this section, I examine three characteristics of the domestic political 
system that have a strong impact on banking sector legal reform: partisan politics, domestic 
alliances, and institutional capacity. I draw on the partisan politics literature to analyze the 
importance of government coloration. I use the literature on hybrid democracies and the 
comparative political economy literature on foreign direct investment and trade to understand the 
role of domestic alliances. I employ the public policy and law implementation literatures to 
investigate how institutional capacity influences banking sector legal reform.   10
In the second part of this section, I focus on three international mechanisms that influence 
banking sector legal reform: conditionality, selective domestic empowerment, and socialization. 
I draw on scholars￿ analyses of the use of conditionality by the International Monetary Fund 
(IMF) and the European Union (EU); the growing importance of independent domestic financial 
institutions such as the Central Bank; and the knowledge transfer that occurs between 
international financial experts and their counterparts from the post-communist region. 
In the following section of this chapter, I elaborate on two alternative explanations of 
banking sector legal reform that are based on economic development and intrinsic cultural 
differences. At the end of this chapter, I summarize which of the hypotheses in my analysis of 
banking sector legal reform will be tested in chapter four using pooled cross-sectional time series 
analysis, and which hypotheses can only be tested in the qualitative case studies of Hungary and 
Bulgaria due to a lack of adequate cross-sectional time series data. 
 
6.1 Domestic determinants of quality of legal reform  
 
6.1.1 Partisan politics 
 
According to traditional partisan politics accounts, the competition among political 
parties for office is an essential feature of the political process in democratic regimes (Duverger 
1954; Blondel 1968; Sartori 1976). I use Giovanni Sartori’s (1976) definition of political 
parties as organizations that seek to propel their candidates into parliament and 
government in order to pursue specific policy goals. Peter Mair (1997) has emphasized 
that apart from seeking office to maximize their leverage in the policy-making process, 
parties interact and respond to the strategies and behavior of other parties in the political 
system. 
Between 1945 and the early 1990s, the totalitarian regimes in the post-communist 
region were ruled by the respective national communist party, so the party politics logic 
developed to analyze the political process in advanced industrialized societies was not 
relevant in the context of the communist bloc. Even though periodic elections took place, 
the results of those elections were pre-determined and practically no party could challenge 
the dominant position of the communist party in power. However, when transition took 
place in the region in the early 1990s, one of the dramatic domestic political changes was 
the opening of the electoral arena to multi-party competition. Thus, the newly formed 
political parties, alongside with the communist successor party, and parties that were 
revived after being disbanded in the 1940s all competed to attract the citizens’ votes and 
win a share of the seats in parliament. In parliamentary systems with a proportional 
representation electoral system, which most post-communist countries adopted after 1989, the 
government usually has the support of a parliamentary majority and thus it can pass its most 
preferred policy agenda.
1  Therefore, after transition, political parties became pivotal in 
determining the legal outcomes in post-communist countries.  
A widely recognized finding in the comparative politics literature with respect to partisan 
politics in the post-communist area after 1989 is that center-right and reformed communist 
governments in power do better in the initiation and implementation of market-liberalizing 
economic reforms, compared to their unreformed communist counterparts (Haggard and Webb 
1994; Ekiert 1996; Bunce 2000; Grzymala-Busse 2002; Vachudova 2005). Steven Fish (1997)   11
has demonstrated statistically that countries, where the opposition to communism won the first 
elections have performed best in undertaking and sustaining economic reforms after 1989. 
Two mechanisms stand out when we try to account for the association between 
partisanship and economic reform: party ideology and political competition. Valerie Bunce 
(1999) suggests that the correlation between the right-wing opposition in power and better 
economic reform is grounded in the ideological foundations of the opposition parties in Eastern 
Europe. By virtue of denouncing the status-quo policies of communism, the opposition parties in 
most Eastern European countries have adopted a market-liberalizing economic agenda. It was 
only logical for the right-wing opposition parties in the region to endorse what they saw as the 
alternative to the economic policies under communism. 
What mechanism accounts for the correlation between reformed communist in power and 
better economic reforms? Milada Vachudova (2005) and Anna Grzymała-Busse (2003; 2007) 
have analyzed the importance of alternation of the parties in power in order to develop 
meaningful party competition and improve the overall quality of policy outputs in the country. 
Vachudova argues that the availability of credible alternatives among the political parties 
exposes politicians to the close scrutiny of their political competitors, interest groups, and the 
media (2005: 14). In a noncompetitive political system, the government hinges on the support of 
a small fraction of society, in Vachudova￿s words ￿a small selectorate￿ (2005: 15). By contrast, 
in a competitive political system, the government must gain support from a wider subset of 
society, which forces political parties to consider a broader range of possible economic policies. 
Political competition also reduces the information asymmetries between the government and the 
citizens, and thus it makes voters more aware of the range of options and the likely practical 
consequences of the political elites￿ programs (Vachudova 2005: 17). 
According to Grzymała-Busse, meaningful political competition increases the threat of 
replacement to governing incumbents and constrains the governing parties￿ ability to extract 
resources for their private benefit, because regardless of its partisan coloration, the opposition 
hopes to gain votes by monitoring and criticizing the government (2007: 92). Thus, political 
competition increases the range of policy and governance alternatives available in the political 
realm. Both Grzymała-Busse (2003) and Vachudova (2005) point out that in countries where the 
communist successor parties were defeated by the right-wing opposition in the first post-1989 
elections, they were forced to become more transparent, revise significantly their policy agenda, 
and endorse at least some form of market-liberalizing reforms in order to ￿get back in the 
political game.￿ 
A good quality legal framework that regulates the operation of the banking sector is an 
integral part of the broad economic reforms intended to create more efficient economies in the 
post-communist region. Therefore, I expect the general proposition about the role of center-right 
and reformed communist governments in economic restructuring to be valid in the particular 
case of banking sector legal reform. 
 
Hypothesis 1: We expect a good quality of banking sector legal reform if the domestic political 
process is characterized by right-wing governments or reformed communists in power. 
 
From political parties to domestic alliances 
 
The literature on party politics in advanced industrialized countries assumes low levels of 
electoral volatility, relatively high party cohesion, and crystallization of programmatic party   12
agendas. Is there empirical evidence that these assumptions are met in Eastern Europe? Elizabeth 
Bakke and Nick Sitter (2005) have found a strong degree of stabilization in the party systems of 
the four Visegrad states: the Czech Republic, Hungary, Poland, and Slovakia. Tracing the 
evolution of the party systems in their four cases over time, the authors conclude that the 
Visegrad states are characterized by stable party organizations, stable patterns of interaction 
among the political parties, and a decreasing percentage of wasted votes in the elections (Bakke 
and Sitter 2005: 258). 
However, the assumptions about high party cohesion and crystallization of programmatic 
parties become questionable once when we move beyond the borders of the Central European 
front-runners of transition. As Herbert Kitschelt has pointed out, ￿the presumption that political 
conflict between parties is based on programmatic appeals is generally problematic for students 
of non-West-European politics￿ (1995: 448). Kitschelt distinguishes between three major types 
of communist regimes and proposes that these three types have been developing different 
structures of political competition after the fall of communism. ￿Bureaucratic-authoritarian￿ 
communist regimes such as the Czech Republic are developing political competition among 
programmatic political parties. ￿Negotiated transition￿ regimes such as Hungary have a 
propensity toward programmatic parties, but those have a fuzzier agenda than political parties in 
the ￿bureaucratic-authoritarian￿ communist regimes. ￿Patrimonial communist￿ regimes such as 
Bulgaria face a bleak prospect of developing programmatic parties. Political competition in 
￿patrimonial communist￿ regimes is highly personalized and revolves around charismatic leaders 
(Kitschelt 1995: 467). 
Stephen Whitefield and Robert Rohrschneider (2006) have conducted an expert survey in 
Eastern Europe to investigate the nature of the linkages between political parties and the citizens. 
Whitefield and Rohrschneider￿s data indicates that the communist successor parties in Eastern 
Europe are by far the most programmatic, which the authors attribute to the Marxist origins of 
these parties (2006: 18). At the same time, many of the communist-successor parties in the 
region are also the most entangled in clientelistic linkages. Unlike communist successor parties, 
political parties on the right end of the spectrum in the region tend to be programmatic, non-
charismatic, and also non-clientelistic (Whitefield and Rohrschneider 2006: 18). According to 
the authors￿ statistical analysis, party-level factors such as party ideology and party organization 
are a more important influence on party-citizen linkages than structural factors such as the level 
of economic development (2006: 34). 
Dwelling further on the nature of party-citizen linkages in the post-Soviet space, Petr 
Kopecky has demonstrated in his case study of the Czech Republic that despite the overall 
stabilization observed in the party system, Czech political parties are evolving as ￿formations 
with loose electoral constituencies, in which a relatively unimportant role is played by the party 
membership, and a dominant role is played by party leaders￿ (1995: 517). Even in political 
systems where programmatic parties are prevalent such as the Czech Republic, political parties 
are rather removed from their grass-root citizen supporters. Therefore, we need to investigate the 
input of other organized interests such as business associations and labor unions into parties￿ 
policy positions. As a starting point, I take into consideration the political science and sociology 
literature that has underscored the role of economic policy networks in economic restructuring 
(Stark and Bruszt 1998); the impact of sociopolitical networks on institution building in post-
communist countries (McDermott 2002); and the effect of foreign investors on the evolution of 
inter-enterprise networks (Stark and Vedres 2006).   13
My research project acknowledges the importance of political parties for banking sector 
legal reform, but it aims to improve our understanding of the linkages between political parties 
and their constituencies in times of rapid social and economic change. My dissertation will add 
to the current state of knowledge by investigating the alliances between political parties and 
organized interests in the region, in light of findings about the general decline in political party 
membership over the last two decades (Mair and van Biezen 2001) and the weak social 
grounding of Eastern European parties (Kopecky 1995; Kitschelt 2000; Lewis 2001).  
 
6.1.2 The missing link: Domestic stakeholders and domestic alliances 
 
An important domestic determinant of the quality of legal reform that has received less 
attention in the literature is the relationship between governing elites and mobilized domestic 
stakeholders. By domestic stakeholders I mean organized groups with a salient political or 
economic policy position such as business associations, labor unions, non-governmental 
organizations, and policy think-tanks. The domestic political process is characterized by the 
formation of strategic alliances in order to adopt and implement policy change. The nature and 
actual operation of these alliances vary across issue areas. 
Why is domestic coalition-building so essential to understanding the process of banking 
legal reform? In parliamentary proportional representation systems, which most post-communist 
countries adopted after 1989, the government usually has the support of a parliamentary majority 
and thus it can pass the legal reforms that it deems necessary. Although the government, along 
with the parliament, is in the center of the law-making process, it depends heavily on the state 
bureaucracy and the courts for law implementation, as well as on private actors for adhering to 
the rules. Therefore, even if a democratic government is able to accomplish significant legal 
reforms, it cannot forcefully impose them on the state and society. The government rarely stands 
alone in introducing, or subverting, reforms. The elites in power tend to enter into strategic 
alliances with mobilized domestic stakeholders. Furthermore, because policy areas are 
interconnected, the fate of banking sector restructuring is tied to developments in the industrial 
and service sectors. The successful restructuring of the banking sector depends on the 
performance and management of the state-owned enterprises, as well as the large and small and 
medium-sized private enterprises. 
What factors determine whether the domestic alliance will work toward cleaning up the 
banking system, or exploiting it for personal gains? I argue that the government decision-makers 
and the salient domestic stakeholders can converge on a reform agenda only if it will yield a 
better long-term payoff for these actors, compared to the potential payoffs from corruption and 
rent-seeking. 
In the partisan politics section, I distinguished between governments headed by an 
unreformed communist successor party and governments headed by a right-wing or a reformed 
communist successor party. I hypothesized that the latter two types of government are more 
likely to introduce good quality banking sector legal reforms. In this section, I investigate the 
sources of political parties￿ economic policy choices. I argue that unreformed, and unchallenged, 
communist successor parties in government, on the one hand, and right-wing or reformed 
communist successor parties in government, on the other hand, face very different domestic 
incentive structures. Because of the different distribution of costs and benefits of economic 
policy reform, the two categories of political elites opt for different economic policy choices.   14
Unreformed, and unchallenged, communist successor parties in power face no pressure 
within the domestic political system to restructure the way in which they run the government. 
The fusion of party, state, and economy under communism left a dense network of relationships 
between state officials, economic managers, and finance professionals (Stark and Bruszt 1998; 
Wagener 1998). In the absence of a domestic push to restructure and seek new networks of 
economic policy-making during transition, the networks inherited from the previous regime are 
perpetuated. When citizens remain acquiescent and still vote the unreformed communist 
successor party into office, the governing elites obtain the greatest benefits from maximizing the 
short-term rents that they can extract for themselves, while imposing high costs on the rest of 
society. I explain how this process works in the section below that deals with clientelism in 
hybrid regimes. 
Right-wing and reformed communist successor parties in government face significant 
competition for office. They need to reach out and build new economic policy networks that will 
be beneficial for economic restructuring and achieving economic growth in the short term, but 
also will be sustainable in the long term. Therefore, right-wing and reformed communist 
successor parties in government frequently reach out to strategic providers of capital and policy 
advice from abroad in order to boost the domestic economy. I elaborate on how this process 
works in the section below that deals with the leverage of foreign direct investors and the role of 
trade with advanced industrialized countries. 
 
Clientelism in hybrid regimes 
 
 Joel Hellman (1998) has investigated the economic dynamics of hybrid regimes. He 
argues that the most significant threat to consolidating democracy and market economy does not 
come from the groups of structural reform ￿losers￿ such as pensioners and heavy industry 
workers, but from the small group of partial reform ￿winners￿ such as corrupt government 
officials and managers of state-owned enterprises (Hellman 1998). Branislav Slanchev (2006) 
has confirmed statistically this finding. Hellman￿s analysis runs contrary to earlier studies of 
economic reform in the region. At the outset of the transition process, Przeworski (1991) and 
Haggard and Kaufman (1995) argued that the biggest threat to economic reform would come 
from reform losers, because the costs of reform are concentrated and the benefits are dispersed. 
This may be a fair assumption from the point of view of economic theory, but Hellman provides 
ample evidence that the obstacles to economic reform in post-communist countries have come 
from a different source. According to Hellman, the post-communist experience shows that 
reforms have been stalled by ￿enterprise insiders who have become new owners only to strip 
their firms￿ assets; commercial bankers who have opposed macroeconomic stabilization to 
preserve their enormously profitable arbitrage opportunities in distorted financial markets; local 
officials who have prevented market entry into their regions to protect their share of local 
monopoly rents; and so-called mafiosi who have undermined the creation of a stable legal 
foundation for the market economy￿ (1998: 204). Hellman points out that these actors can hardly 
be classified as short-term net losers of economic reform. On the contrary, they were the earliest 
and biggest winners. 
Hellman underscores that in most post-communist countries, the reform winners 
described above did not oppose the initiation of the economic reform process, nor did they seek a 
full-scale reversal of reform. Rather, the reform winners sought to ￿stall the economy in a partial 
reform equilibrium that generates concentrated rents for themselves, while imposing high costs   15
on the rest of society￿ (Hellman 1998: 204). Yet the underlying causal mechanisms that have 
made partial reform a possible, and in some cases lasting, equilibrium in the post-communist 
region need further investigation. My dissertation contributes to this literature by examining how 
partial reform equilibria are sustained over time, and under what conditions liberalizing 
economic reforms can become a winning strategy even in ￿partial reform￿ regimes. 
 
Hypothesis 2: We expect a poor quality of banking legal reform if the domestic political process 
is characterized by an alliance between corrupt elites in power and rent-seeking domestic 
stakeholders. 
 
If my reasoning about the primary importance of the alliances established between the 
governing elites and the mobilized domestic stakeholders is correct, I expect the presence of an 
alliance between corrupt government elites in power and rent-seeking domestic stakeholders to 
perpetuate inferior quality banking laws. Conversely, an alliance between reformers in 
government and domestic stakeholders mobilized in favor of market-friendly banking laws will 
be associated with good quality legal reform. As figures 1.1 and 1.2 show, both in 1994 and 
2005, the more corruption is present in a political system, the lower the quality of its banking 
legal framework.
2 Appendix I contains information about the data sources. To check the 
robustness of my proposition, I will assess the relationship between the level of corruption and 
the quality of banking laws with the addition of other variables. In chapter four, I develop a more 
comprehensive statistical model that employs pooled cross-sectional time series analysis.           16
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Figure 1.1: Quality of banking reform and corruption level in the post-communist region, 
1994. 
 
Banking Reform and Corruption Level
in the Post-Communist Region in 2005
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Figure 1.2: Quality of banking reform and corruption level in the post-communist region, 
2005.   17
The leverage of foreign investors and the role of trade with advanced industrialized 
countries   
 
Scholars of political economy have established that foreign direct investment (FDI) has 
affected positively the economic performance of transitional economies in the post-communist 
region (Dunning and Narula 1996; Schr￿der 2001; Marinov and Marinova 2003). From a macro-
economic perspective, FDI helps to cover current account and fiscal deficits. Moreover, FDI 
supplements the low domestic resources to finance both ownership change and capital formation. 
Compared with other financing options, FDI also facilitates the transfer of technology, know-
how and skills, and helps local enterprises to reach foreign markets (Krkoska 2001). 
What is the mechanism through which foreign direct investors influence banking sector 
legal reform? Foreign direct investment differs from other types of international capital flows 
with respect to the purpose and duration of the commitment that it involves. The purpose of FDI 
is to establish lasting commercial relations and to exert a noticeable managerial influence in the 
foreign country (Barrell and Holland 2000: 478). Therefore, it is long-term oriented, compared to 
shorter-term opportunities such as portfolio investment. Lipschitz, Lane, Mourmouras note that 
FDI is the type of foreign investment that is least likely to be withdrawn in response to short-
term market volatility (Lipschitz et al. 2002: 4). The long-term commitment of FDI investors 
motivates them to take an active part in the enterprise decision-making process and press the 
country￿s government for a more transparent and efficient business environment, including better 
banking laws. 
According to economic analyses, improvements in the domestic investment climate that 
are undertaken to attract FDI eventually translate into higher gross fixed capital formation, which 
in turn leads to sustainable economic growth (Lankes and Venables 1996; Baldwin et al. 1997; 
Mattli 1999; European Roundtable of Industrialists 1999). Hence, attracting foreign direct 
investment can be beneficial for governments which want to boost the development of the 
economy. The development of a viable domestic financial sector may also allow domestic 
enterprises, as opposed to foreign-owned enterprises, to increase their gross fixed capital 
formation and expand. This could prevent the creation of a two-tier economy where foreign-
owned enterprises flourish whereas domestically-owned firms, and particularly small and 
medium-sized enterprises (SMEs), cannot finance their growth (Krkoska 2001). 
Walter Mattli and Thomas Pl￿mper have shown that the EU Member States have been 
the most important source of FDI in Central and Eastern Europe (2002: 558). Kimberly Clausing 
and Cosmina Dorobantu have found statistical evidence that prospective EU membership has a 
beneficial effect on the inflow of foreign investment, because it signals an improved risk 
environment and promises a barrier-free access to the European common market (2005: 96). For 
the subset of post-communist countries that established themselves as credible future members of 
the European Union in the mid-1990s, foreign investors have been instrumental in promoting 
banking sector reform. International banking groups such as Italy￿s Unicredito and Austria￿s 
Erste Bank and HVB Bank have played a major role in the bank privatization process and have 
supported the improvement of the banking sector legal framework (Bonin and Wachtel 1999).  
 
Hypothesis 3: We expect a good quality of banking legal reform if foreign direct investors have 
a strong presence in the country. 
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As outlined above, foreign direct investment entails a long-term presence in the target 
country. Therefore, we expect investors to have a stake in the development of the domestic 
political and economic system. A weaker relationship between foreign capital and domestic 
economic developments concerns the role of trade. Trade patterns are influenced by 
considerations about economic efficiency, comparative advantage, and production costs, so they 
are not necessarily related to the country￿s legal framework. Scholars of political economy have 
analyzed the impact of trade on domestic politics. Axel Haldenius (1992) has argued that 
exposure to international trade brings higher rates of economic growth, which in turn fosters 
political liberalization and a more democratic and accountable domestic political system. Dani 
Rodrik (1997) provides evidence that greater trade openness constrains governments to 
relinquish the use of various fiscal policy instruments in order to maintain competitiveness. 
Whether such constraints are interpreted positively or negatively depends on the value that one 
places on government intervention in the economy. However, one less contentious finding is that 
trade openness also generates pressures for more transparency and efficiency in the domestic 
financial sector (Beck et al. 2001). 
Cally Jordan and Giovanni Majnoni (2002) have argued that since the 1970s, the world 
economy has become more integrated and the degree of trade liberalization has increased. 
Because the trade in goods is associated with the provision of financial services, the growth in 
the volume of international trade has led to increased financial integration and harmonization of 
important financial laws (Aliber 1984; Jordan and Majnoni 2002). Furthermore, Helen Milner 
has pointed out that although the overall economic impact of regional trade regimes is still 
ambiguous, some of them, including the EU, NAFTA, and ASEAN, seem to have a positive 
effect on lowering trade barriers and reinforcing unilateral moves toward freer trade (1999: 106). 
Milner￿s argument suggests a possible mechanism through which trade can influence the 
domestic legal framework. Regional trade regimes that operate based on institutionalized rules 
and have the capacity to enforce those rules can demand from their trading partners compliance 
with desired legal benchmarks. 
The European Union is the most significant rule-based trade regime geographically 
proximate to post-communist countries. Could the EU use its trade leverage to exert pressure on 
its post-communist neighbors for better financial laws? Bartolomej Kaminski has argued that 
until the mid-1990s, the EU did not have a significant impact on the course of economic reforms 
in Central and Eastern Europe, because the Union￿s policy lacked credible incentives and 
punishment mechanisms (2001: 4). However, the EU became a much more influential factor in 
the region after the so-called Europe Agreements were put in place.
3 The Europe Agreements 
obliged Central and Eastern European countries (CEECs) to open their markets to EU imports 
and eliminate trade barriers among their economies. Kaminski emphasizes that even before the 
formal start of the eastward Enlargement of the EU, the Europe Agreements promoted not only 
trade openness, but also Western-style company and competition laws, banking laws, laws on 
mergers and state aid, and intellectual property laws (2001: 5). 
 
Hypothesis 4: We expect a good quality of banking legal reform if a country has strong trade 
relations with advanced industrialized economies.       19
6.1.3 Institutional capacity 
 
The remaining important domestic facet of the banking legal reform process in my 
explanation is the country￿s institutional capacity. Whereas the coloration of the government and 
the nature of the domestic alliances make a significant impact during law amendment and law 
adoption, institutional capacity influences law implementation. Therefore, to form a 
comprehensive understanding of legal change, we should also evaluate the state￿s institutional 
capacity to apply the adopted legal changes. I focus on two institutions: the state administration 
and the judiciary. 
Taking into account the findings of the law implementation literature (Frye and Shleifer 
1997; Nunberg 1999; Verheijen 2000; Goetz 2001; Dimitrova 2002; Grabbe 2006), I first 
consider state administrative capacity as a factor that affects the very capability of the 
government to implement the legal changes adopted by the law-makers. Antoaneta Dimitrova 
(2002) has observed that at the outset of transition in post-communist countries, the state 
bureaucracy was a discredited institution because it used to serve as a tool of repression in the 
hands of the old regime. Therefore, it has been a persistent challenge to transform the 
administration into a professional and efficient organization after the separation of party and 
state in the early 1990s (Dimitrova 2002: 180). In the realm of economic policy, post-communist 
governments are still grappling with a deficit in administrative capacity to develop and 
implement policy coherently (Brunetti et al. 1997; Crawford 1995; EBRD 1997; Thedick and 
Bertucci 1997; Goetz and Margetts 1999). In 1997, the World Bank Development Report 
underlined that the inefficient state administrations in the region are a critical impediment to the 
success of political, social, and economic reforms (World Bank 1997). 
In particular, Klaus Goetz and Helen Margetts (1999) have studied the operation of what 
they call ￿centers of government￿ (COGs) in the post-communist region. Examples of COGs are 
ministries, agencies, councils, committees, and local administrations. The authors conclude that 
in most post-communist countries, ￿COGs are ill-positioned to respond effectively to the demand 
to serve as policy coordinators￿ (Goetz and Margetts 1999: 427). Furthermore, Peter Hille and 
Christoph Knill find statistical evidence that the quick and successful harmonization with EU 
law between 1999 and 2003 in the thirteen EU candidate countries from the region has been 
shaped mostly by the strength and competency of the bureaucracy, rather than by the 
peculiarities of the country￿s institutions, the number of relevant veto players, or political 
manipulation (2006: 547). 
 
Hypothesis 5: We expect worse quality of banking legal reform if a country has low 
administrative capacity. 
 
The judiciary is another institution that affects the implementation of the country￿s legal 
framework. The judiciary is supposed to be impartial and competent in applying and overseeing 
the laws, but in fact in many post-communist countries this institution is slow, inefficient, and 
easily swayed by political pressure (Magalhaes 1999; Hilmer 2002; Gerring and Thacker 2005). 
The Open Society Institute (OSI) in Budapest has been monitoring the development of judicial 
capacity in the region as part of the EU accession reforms. The OSI country reports (2002) 
identify a bundle of recurring problems in the region, including poor funding for the judges and 
lack of support staff; questionable judicial selection criteria and performance evaluation; poor 
working conditions; and little electronic processing of case information.   20
Frank Emmert shows that some law implementation problems in the post-communist 
region are rooted in ambiguities and lacunae in the new laws themselves. Such problems tend to 
be addressed and corrected over time. However, the most challenging obstacles to judicial 
efficiency stem from common practices during communism such as ￿authoritarianism, nepotism, 
corruption, and indecision￿ (2003: 296). According to Emmert, post-communist countries that 
have moved faster toward ￿reforming the people￿ in the judiciary system have consistently 
performed better in the implementation of legal reforms (2003: 312).  
 
Hypothesis 6: We expect worse quality of banking legal reform if a country has low judiciary 
capacity. 
 
6.2 International determinants of quality of legal reform 
 
My research also contributes to the innovative literature on the interaction between 
domestic and international politics. Over the past three decades, we have learned much about the 
international sources of domestic policy choices both in advanced industrialized and developing 
states (Gourevitch 1978; Putnam 1988; Haggard and Webb 1994; Keohane and Milner 1996; 
Pridham  et al. 1997; Schmitter 2001; Whitehead 2001). Specifically, the literature on the 
influence of international organizations in the post-communist region has demonstrated the 
strong policy impact of the EU and the IMF in a variety of issue areas, ranging from monetary 
policy to minority rights (Przeworski 1991; Aslund 2002; Jacoby 2004; Kelley 2004; Vachudova 
2005). My dissertation examines the policy tools that different international organizations use to 
influence banking legal change and explores the implications for the sustainability of the 
promoted reforms. 
It is unlikely that a detached international community will have an impact on domestic 
legal change. However, an engaged international community will not automatically produce 
change either. International actors such as the IMF and the EU and salient neighboring states 
such as Russia have the potential to play an important role in the economic transformations, or 
lack thereof, in the post-communist region. Yet for policy transfer to occur, the relevant 
international actors have to be actively engaged in promoting a policy agenda, but also the 
government must be receptive toward international advice. Drawing on the international relations 
literature, I propose three salient mechanisms whereby international actors may influence the 
course of domestic legal change: conditionality, selective domestic empowerment, and 
socialization. I elaborate on each mechanism in turn. Figure 1.3 presented at the end of this 
section shows the three mechanisms.  
 
6.2.1 Conditionality 
 
The use of conditionality by international actors has received significant attention by 
scholars and policy-makers (Mayhew 1998; Schmitter 2001; Schimmelfennig and Sedelmeier 
2004). In general, conditionality entails a package of rewards and punishments, attached to 
demands for specific policy changes. With regards to the banking sector, the IMF has requested 
that certain legal standards be met as a prerequisite for releasing funding. The EU has also 
demanded the adoption of the banking legal standards observed in the Union as part of the 
obligatory pre-accession transposition of the acquis communautaire.   21
IMF conditionality was introduced in the 1950s as a way of ensuring that governments do 
not squander the financial support provided by the Fund. The IMF offers financial assistance only 
on the condition that the respective government agrees to pursue a range of economic stabilization 
and adjustment policies that are spelt out in a ￿letter of intent￿ document signed by the government 
and the Fund (Williamson 1983; Dreher and Vaubel 2003; Bird and Willet 2003). IMF 
conditionality has been a subject of significant debate. It has been reviewed by the Fund on a number 
of occasions and its nature has changed over time. Most recently, the influential Meltzer Commission 
(IFIAC 2000) charged that conditionality is ineffective and suggested that it should be abandoned. 
The IMF claims that its conditionality policies have a positive effect on attracting private 
capital flows and improving the stability of the target country￿s financial system. The Fund defends 
conditionality as a signaling or commitment device that increases the markets￿ confidence in the 
country and encourages private market actors to become involved, whereas without conditionality 
they would have been reluctant to do so (IMF 2001; Bird and Willet 2003; Edwards 2003). With 
respect to banking sector legal reform in the post-communist region, the IMF has demanded legal 
provisions that guarantee the independence of the Central Bank from political pressure; opening the 
banking sector to foreign investors and competition; strengthening banking supervision; and 
improving the bankruptcy legal framework (Bonin and Wachtel 1999; Berglof and Bolton 2001). 
I now move to discuss European Union conditionality, which is broader in nature and scope 
than IMF conditionality. With respect to credible future members of the Union, the specific policy 
demands of EU conditionality in the banking sphere are part of the comprehensive and 
compulsory pre-accession harmonization with EU law, organized into thirty-one accession 
chapters. Legal provisions concerning the banking sector regulatory environment feature in the 
following accession negotiations chapters: Economic and Monetary Union, Free Movement of 
Capital, Freedom to Provide Services, Financial Control, and Finance and Budgetary Provisions. 
Milada Vachudova (2001; 2005) has demonstrated the impact of the ￿passive￿ and the 
￿active leverage￿ of the European Union on the acceding states from Central and Eastern 
Europe. In Vahudova￿s argument, ￿passive leverage￿ denotes domestic changes resulting from 
the attractiveness of EU membership for credible candidate states without any explicit demands 
for change by EU policy-makers. By contrast, ￿active leverage￿ denotes the deliberate use of 
conditionality by the EU in order to achieve domestic political change in credible future 
members (2005: 63). Vachudova has analyzed the conditions under which the EU￿s leverage has 
influenced the domestic politics of illiberal regimes in Central and Southeastern Europe (2006). 
One crucial prerequisite in order to embark on a liberal path of reforms is the occurrence of what 
Vachudova calls ￿watershed elections,￿ in which the elites who had previously monopolized 
power are voted out of office and are peacefully succeeded by their domestic political 
competitors (2006: 3). Unless this crucial political alternation takes place, the chances of opening 
the illiberal regime to international influences are slim. 
Walter Mattli and Thomas Pl￿mper (2004) have shown that EU conditionality provides a 
ceiling on the permissible market distortions and, consequently, constrains the opportunities to 
profit from clientelistic policies. Under this condition, it follows that governments in less 
democratic transitional countries face a higher political price for compliance, compared to more 
democratic regimes. According to Mattli and Pl￿mper (2004), accepting conditionality is a viable 
political solution only if the political gains to governments from compliance outweigh the costs 
that the implementation of the EU￿s acquis inevitably entails. Frank Schimmelfennig has also 
investigated the conditions for the success of EU conditionality. In his view, ￿credible 
membership incentives and low domestic political costs of meeting international conditions have 
been individually necessary and jointly sufficient￿ to guarantee effective promotion of   22
international actors￿ conditionality policies in Central and Eastern Europe (2007: 131). In a 
different analysis, Frank Schimmelfennig and Ulrich Sedelmeier observe that authoritarian 
governments are more prone to turn down the potential rewards from compliance with 
international conditionality, rather than accept the political power costs of adopting liberal 
democratic rules (2004: 663). 
According to Amichai Magen (2006), the extension of the relatively successful EU 
conditionality policy to the Union￿s neighbors to the East and the South such as Ukraine, 
Belarus, and Morocco is problematic for several reasons. First, the success of conditionality 
policies depends on the ability of the international actor to offer a desirable reward in exchange 
for the demanded domestic changes. Second, the success of conditionality depends on how well 
the policy reflects the local circumstances and addresses local concerns. Third, the extent of 
compliance with conditionality is affected by the degree of specificity of the demands and the 
rewards. Magen (2006) argues that these three conditions were calibrated well in the case of the 
2004/2007 Eastern Enlargement of the EU. However, with respect to the EU￿s European 
Neighborhood Policy towards the Union￿s neighbors to the East and the South, Magen concludes 
that the EU has reached the boundaries of applicability of its conditionality toolbox, because it is 
confronted with a neighborhood of largely poor, illiberal regimes that are less likely to respond 
to the model used in Central and Eastern Europe (2006: 427). 
Overall, the literature offers convincing evidence that international conditionality can 
achieve its goals when it is well-calibrated. However, for some regimes, the potential rewards 
from compliance with international conditionality may not be sufficient to offset the costs of 
reform. Therefore, it is worthwhile to test whether in general conditionality has affected banking 
sector legal reform in the post-communist space. 
 
Hypothesis 7: We expect a good quality of banking legal reform if a country has been involved 
consistently in IMF, World Bank, and EU conditionality programs. 
 
6.2.2 Domestic empowerment 
 
The second salient mechanism of international influence used in my dissertation ￿ 
selective domestic empowerment 
4 ￿ means that some groups such as human rights NGOs, 
citizen associations, as well as the moderate and reformist wings within political parties raise 
their profile and influence on the domestic political process, because they get rhetorical and 
financial support from international actors that endorse a similar policy position. Recently, 
scholars have paid closer attention to the changing domestic political game in transitional 
countries as a result of the influence of international factors (Kelley 2004; Vachudova 2005). 
Specifically in the banking sector, selective domestic empowerment has occurred in the 
following ways: boosting the role of moderates and reformers in the political process; 
strengthening (and in some countries demanding the creation of) a state agency for financial 
oversight; as well as endorsing and reinforcing the position of domestic banks that ￿play by the 
rules.￿ 
Wade Jacoby￿s work (2004) provides a general example of how international 
organizations can empower domestic economic actors. Jacoby finds that consumer protection 
NGOs in the Czech Republic have been active advocates of consumer interests, but in general 
￿they can only survive with outside support￿ (2004: 75). In order to research and bring to court 
cases of consumer rights violations, these NGOs depend heavily on grants from European Union   23
programs or individual EU Member States. Jacoby (2004) also provides examples of institutional 
domestic empowerment, resulting from the EU accession process such as the county 
development councils in Hungary (CDCs). In the beginning of the EU accession process, these 
local institutions were relatively inconspicuous and implemented regional PHARE projects. 
Their role increased significantly over time due to the growing ties with the EU, and, currently, 
they act as one of the key institutional pillars of implementing the EU￿s Regional and Cohesion 
policy in Hungary (Jacoby 2004: 91). 
In the realm of banking reform, Juliet Johnson (2006b) shows that the Central Banks of 
East European states have gained increasing independence since 1989 as a result of the on-going 
integration in the Western financial system and international pressure to emulate the central 
banking model of advanced industrialized states. The emerging financial sector in the 
post-communist countries did not necessarily welcome independent central banks, 
because they have taken an active role in placing constraints and pressures on the 
domestic commercial banks. In Johnson’s words, ‘‘These newly independent central 
banks began the post-communist period with shallow domestic support, and 
maintained this support primarily because of EU accession requirements’’ (2006b: 368). 
For the post-communist states involved in the EU accession process, the policy 
harmonization demands of the Union empowered the Central Banks, which otherwise 
may not have acquired so much control over financial policy-making. Johnson further 
argues that East and Central European central bankers are pushing for the quick 
adoption of the common EU currency, the euro, because this would force their 
increasingly reluctant governments to cut their fiscal deficits enough to meet the 
Maastricht criteria and then cede control over monetary policy to the European Central 
Bank (2006b: 364). 
 
Hypothesis 8: We expect a good quality of banking legal reform if international actors empower 
organizations such as independent agencies responsible for monitoring the financial sector and 
independent Central Banks. 
 
6.2.3 Socialization 
 
The two mechanisms outlined above: conditionality and domestic empowerment 
represent a link between the demands of the international actors and the domestic response of 
actors or institutions without making assumptions about the inherent preferences of the domestic 
players. By contrast, the third mechanism ￿ socialization ￿ entails policy change on the domestic 
level as a result of altering the preferences of the relevant domestic players. The first two 
mechanisms are easier to detect and confirm empirically, whereas socialization requires direct 
evidence about the preferences and strategies of the domestic players. My empirical approach 
with respect to socialization is to use elite interviews, records of parliamentary debates, and 
newspaper articles in search of evidence of changes in the political actors￿ preferences over time. 
Jeffrey Checkel (2001) has examined how socialization induces policy change through 
communication and social interaction in the case of minority policy in Eastern Europe. The 
socialization mechanism presumes that actors follow what James March and Johan Olsen call the 
￿logic of appropriateness￿ (1989: 160). According to this logic, rule-transfer will occur if the 
domestic actors are persuaded that the rules advocated by the international actors are legitimate 
and appropriate. For the rationalist school, consequentialism and cost-benefit calculations   24
underlie the process of taking important decisions.
5 By contrast, for the constructivist school, 
other causal mechanisms grounded in social interaction lead to policy change. For example, 
constructivist scholars argue that preference change ￿ and therefore policy change ￿ will occur if 
the international and domestic actors are involved in an on-going process of deliberation, 
persuasion, and learning (Checkel 2001: 581). Often scope conditions apply. For example, 
persuasion is more likely to take place if the domestic actors do not have strong cognitive priors 
and are open to considering different arguments. 
Rachel Epstein￿s work (2006a; 2006b) bridges the rationalist and the constructivist 
approaches to analyzing policy change. According to Epstein, the rational calculations of 
domestic actors take place in a wider social context. Therefore, it is important to analyze the 
social interactions between domestic policy-makers and international advisors in order to 
understand the policy outcomes. In her investigation of the transformation of central banking 
policy in Eastern Europe, Epstein (2006b) finds that international institutions can create support 
for particular ideas in a target society when the domestic policy-makers actively seek their 
technical assistance and expertise. The influence of international actors is enhanced in situations 
of preceding policy failure and when the external actors promote consistent and fairly specific 
recommendations for policy change. Epstein argues that policies such as central bank 
independence became institutionalized in diverse post-communist states because international 
institutions cultivated a social consensus in favor of central bank independence through 
persuasion, argumentation, and coalition building (2006a: 1020). 
 
Hypothesis 9: We expect a good quality of banking legal reform if elite socialization is taking 
place between the local elites and international proponents of banking legal reform. 
 
Figure 1.3 illustrates the relationships between the main variables in my explanation of 
legal change in the banking sector of transitional countries and labels what I expect to be the 
most important political mechanisms that shape banking legal reform. At the end of this chapter, 
I also summarize the set of testable hypotheses resulting from my theoretical framework 
discussed so far. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Figure 1.3: Political processes during banking sector legal reform in the post-communist region. 
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7. Alternative hypotheses 
 
What are some plausible alternative explanations of why banking sector legal reform 
occurs, or fails to take place, in the post-communist region? According to my analysis of banking 
legal reform, the policy outcomes result from the interplay of domestic and international actors. 
This is an agent-driven account, assuming that foremost strategic considerations motivate the 
actors involved in the process of legal change. The most compelling alternative 
conceptualizations are structural ones. According to structural accounts, the policy outcomes are 
driven by the initial conditions in which countries find themselves such as their level of 
economic development, or fundamental cultural characteristics. I now look at each of these 
alternative explanations in turn. 
 
Economic development  
 
Adam Przeworski et al.￿s (2000) project examines systematically the relationship 
between regime type (democratic or authoritarian) and economic performance. As part of their 
analysis, the authors draw conclusions about the relationship between the nature of political and 
institutional arrangements and the level of economic development of different countries. 
Although Przeworski et al.￿s analysis is more sophisticated and nuanced than modernization 
theory accounts, in essence, it contends that ￿poor countries cannot afford a strong state￿ (2000: 
163). According to the authors￿ analysis of data since the 1950s, countries with an annual per 
capita income below $1,000 have very grim prospects of ever developing economically, and 
consequently, institutionally (2000: 162). The scholars detect a more heterogeneous pattern of 
economic and institutional development for states with annual per capita incomes between 
$1,000 - $2,000 and upper per capita income categories. In these income groups, some countries 
such as Singapore, Portugal, and Greece grew economically over time, whereas other countries 
remained in the same income category, or descended below the $1,000 boundary (2000: 162). 
Even if we accept the argument that very poor states cannot sustain complex political 
institutions, the question remains of what factors other than the level of economic development 
have shaped the path of institutional change in countries from the heterogeneous income 
categories. If we follow the logic of the economic development argument, we should expect 
predominantly wealthy countries to have advanced banking laws.    
 
Alternative hypothesis 1: We expect a good quality of banking legal reform if a country has a 
high level of economic development.      
 
Culture 
 
Although the concept of culture is not easy to capture in quantifiable terms, some 
scholars have attempted to study systematically the impact of culture on institutions and 
governance. Amir Licht et al. (2006) analyze the rule of law, curbing corruption, and democratic 
accountability as part of a general bundle of social norms. The authors identify seven broad types 
of world culture and examine the systematic influence of culture type on the bundle of social 
norms, including a norm called ￿respect for the law.￿ What is of particular relevance for my 
study is that Licht et al. (2006) claim that different cultural patterns are associated with 
systematically different levels of respect for the law. The authors find statistical evidence that   26
￿national cultural profiles predict governance outcomes some thirty years later￿ (2006: 29) and 
therefore propose that the direction of causality flows from culture to social norms, including the 
rule of law. 
The volume ￿Culture Matters￿ edited by Lawrence Harrison and Samuel Huntington 
(2000) shares a similar vision of the role of culture in society. As Stace Lindsey emphasizes in 
his contribution to the Harrison and Huntington project, ￿individuals will often accept 
intellectual arguments, understand the need to change, and express commitment to changing, but 
then resort to what is familiar￿ (2000: 283). In other words, cultural values matter because they 
form the principles around which economic activity is organized. Hence, if we follow the logic 
of this project, altering the institutional and legal environment in a country presupposes a change 
in the underlying attitudes, beliefs, and assumptions. 
 
Alternative hypothesis 2: We expect a good quality of banking legal reform if there is an 
existing culture of respect for the law, rather than evasion. 
 
Overall, the theoretical framework presented in this chapter and the structural accounts 
yield different predictions about the likelihood of legal change over time. According to my 
argument, even in cases with adverse initial conditions, good quality legal change is possible if 
there is sufficient political will and mobilized actors ready to carry out the necessary reforms. By 
contrast, structural accounts would predict little or no change if the underlying characteristics of 
the economic and social system stay the same. At the end of this chapter, I will summarize the 
research hypotheses in my dissertation and I will outline how I plan to test them. 
 
8. Research methods 
 
My dissertation combines in-depth case study analysis with statistical testing. I use the 
insights of the comparative politics and international relations literatures to form expectations 
about the possible patterns that link the explanatory variables in my analysis: the governing 
elites, the mobilized domestic stakeholders, and international actors with the dependent variable: 
the quality of banking sector legal change. Then, I systematize these regularities into a 
theoretical framework that can be used to analyze how political processes influence legal change 
in the banking sector of post-communist countries. 
Comparative politics scholars frequently use case studies to generate new theories, or 
probe the explanatory power of existing theories. One of the significant advantages of case 
studies is that they bring about a high level of precision and confidence in the findings (Yin 
1993; Van Evera 1997). In this tradition, I make an initial probe of the explanatory power of my 
theoretical framework in the cases of Hungary and Bulgaria. I use the most similar systems 
design in selecting the two central cases in my dissertation. I cannot control experimentally for 
the multitude of factors that may affect domestic legal change, but my case selection maximizes 
the common contextual influences: Hungary and Bulgaria have been exposed to very similar 
broad influences since the beginning of transition in 1989. At the same time, Hungary and 
Bulgaria offer important variation on the timing, nature, and approach toward reforming the 
banking sector legal framework since 1989. Over the course of nine months, I conducted field 
research in Bulgaria and Hungary to probe empirically my theoretical argument. I interviewed 
politicians, practitioners, and academics; read media accounts of the legal reform processes; 
collected and analyzed copies of laws and records of parliamentary debates.   27
In the two case studies, chapters two and three of my dissertation, I use the method of 
difference to identify sources of variation in the quality of banking sector legal change in the two 
focal cases. Then, I use comparative historical analysis (CHA) as a core research strategy to 
examine systematically banking sector legal change (Mahoney and Rueschemeyer 2003). I 
analyze the historical sequences in my two cases to demonstrate the causal mechanisms at work. 
Overall, this research methodology helps me to achieve a higher level of conceptual and 
measurement validity compared to large-n statistical analyses. Yet this methodology also makes 
it difficult to put forward conclusions that hold true for a large number of cases. Thus, in chapter 
four of my dissertation, I employ pooled cross-sectional time series statistical analysis to test the 
plausibility of my arguments on the universe of post-communist cases. The specification of the 
time series model that I use and the operationalization of the variables will be discussed in 
chapter four.   
 
9. Research hypotheses 
 
Now I move on to summarizing the arguments presented so far into a set of hypotheses 
that will be tested statistically in chapter four of my dissertation, with the exception of 
hypotheses eight and nine, for which I do not have adequate cross-sectional time series data. I 
will probe the plausibility of hypotheses eight and nine using evidence from my case studies of 
Hungary and Bulgaria. My argument is agent-based. According to the theoretical framework 
presented in this chapter, the strategic actions of the government, the mobilized domestic 
stakeholders, and international actors shape legal reform of the banking sector in transitional 
countries. I expect that even in cases with adverse initial conditions, good quality legal change is 
possible if there is sufficient political will and mobilized actors ready to carry out the necessary 
reforms. 
 
Hypothesis 1: We expect a good quality of banking sector legal reform if the domestic political 
process is characterized by right-wing governments or reformed communists in power. 
 
Hypothesis 2: We expect a poor quality of banking legal reform if the domestic political process 
is characterized by an alliance between corrupt elites in power and rent-seeking domestic 
stakeholders. 
 
Hypothesis 3: We expect a good quality of banking legal reform if foreign direct investors have 
a strong presence in the country. 
 
Hypothesis 4: We expect a good quality of banking legal reform if a country has strong trade 
relations with advanced industrialized economies.     
 
Hypothesis 5: We expect worse quality of banking legal reform if a country has low 
administrative capacity. 
 
Hypothesis 6: We expect worse quality of banking legal reform if a country has low judiciary 
capacity. 
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Hypothesis 7: We expect a good quality of banking legal reform if a country has been involved 
consistently in IMF, World Bank, and EU conditionality programs. 
 
Hypothesis 8: We expect a good quality of banking legal reform if international actors empower 
organizations such as independent agencies responsible for monitoring the financial sector and 
independent Central Banks. 
 
Hypothesis 9: We expect a good quality of banking legal reform if elite socialization is taking 
place between the local elites and international proponents of banking legal reform. 
 
Alternative hypothesis 1: We expect a good quality of banking legal reform if a country has a 
high level of economic development.      
 
Alternative hypothesis 2: We expect a good quality of banking legal reform if there is an 
existing culture of respect for the law, rather than evasion. 
 
The following two chapters of my dissertation are focal case studies of banking legal 
reform in Hungary and Bulgaria, respectively. I conduct an initial probe of the explanatory 
power of the theoretical framework presented earlier in this chapter. The case studies also allow 
me to uncover the concrete mechanisms that explain how the domestic and international political 
constellations influence banking legal reform. Chapter four presents a large-n statistical test of 
the hypotheses derived from my theoretical framework and discusses in greater detail the 
operationalization of the variables used in the test.  
 
   29
Appendix I: Data sources for figures 1.1 and 1.2 
 
EBRD quality of banking reform 
The quality of banking reform variable measures progress in adopting banking regulations such as 
bankruptcy laws and guarantees for Central Bank independence. 
The scale runs from the lowest score (=1) to the highest score (=4.3) 
The following qualitative description of the scores is taken from the EBRD methodology report:   
 
1= Little progress beyond establishment of a two-tier banking system.  
2= Significant liberalization of interest rates and credit allocation; limited use of directed credit 
or interest rate ceilings.  
3= Substantial progress in establishment of bank solvency and of a framework for prudential 
supervision and regulation; full interest rate liberalization with little preferential access to cheap 
refinancing; significant lending to private enterprises and significant presence of private banks.  
4= Significant movement of banking laws and regulations towards BIS (Bank for International 
Settlements) standards; well-functioning banking competition and effective prudential 
supervision; significant term lending to private enterprises; substantial financial deepening.  
 
Source: European Bank for Reconstruction and Development. 2005. ￿EBRD Transition 
indicators by country.￿ In Transition Report 2005: Business in Transition.  
Available at: <http://www.ebrd.com/pubs/econo/6520.htm>. 
 
World Bank control of corruption 
This variable is a composite score based on expert surveys obtained from different organizations. 
It taps into public trust in the honesty of politicians; frequency of making extra payments in order 
to ￿get things done￿; percentage of government officials, judges, and elected leaders involved in 
corruption. 
The scale runs from the lowest score (= ￿2.5) to the highest score (=2.5) 
 
Source: Danial Kaufmann, Aart Kraay and Massimo Mastruzzi￿s project Governance 
Matters V. 
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Notes 
Chapter 1:     
                                                 
1  Some post-communist countries such as Hungary use complex electoral systems that mix 
proportional representation and single-member district electoral principles, but the overall logic 
even in those cases is to observe the proportionality of the vote for the different parties. Most 
post-communist countries have a unicameral parliament. In the case of bicameral parliaments, in 
order to form a government, again a parliamentary majority is necessary. Often, no party has a 
clear majority in parliament, in which case several parties come together to form a coalition 
government that can rely on the support of a parliamentary majority.         
         
2  I use 1994 and 2005 as the earliest and the latest year for which the data is available. 
 
3  The so-called ￿Europe Agreements￿ are association agreements between the European Union 
and the Central and Eastern European countries that subsequently became EU candidate 
countries. The Europe Agreements were signed in the mid-1990s (before the formal start of the 
accession negotiations) and contain provisions about setting up political dialogue with the EU; 
establishing business relations with the EU, particularly within a free-trade area; developing 
economic, cultural, social and financial cooperation with the EU; and aligning national 
legislation with EU laws. 
 
4  My argument draws on Milada Vachudova￿s (2005) thorough analysis of domestic 
empowerment in the general case of democratizing reforms in Central and Eastern Europe after 
1989. 
 
5  It is beyond the scope of my argument to summarize the origin and intricacies of the debate 
between the rationalist and the constructivist school. However, two excellent articles that provide 
an overview of what is at stake in this debate and whether we can find a common ground 
between the two research traditions despite their different ontological foundations are Finnemore 
and Sikkink￿s (2001) article on constructivism in international relations and comparative politics 
and Jupille, Caporaso, and Checkel￿s (2003) survey article on integrating rationalism and 
constructivism in the study of the European Union. 
 
 
 
 
 
 
 
 
 
 
 
 
 